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Must We Have a Deficit? 


Mr. Wittiams: Everybody hears about the deficit. Here we are in a 
) period of prosperity, yet we have a federal deficit of six billion dollars. 
| The national debt, ten years ago, in 1939, stood at forty billions; today, 
f ten years later, it is two hundred and sixty billion dollars. We have 
| prosperity, but is it not a false prosperity? Will there not be a day of 
reckoning? 

| Iam going to discuss this problem with our two experts today. The 
} problem is complex; the problem is difficult. As a layman, I am going 
/to try to make the experts intelligible to me. I would like to try to get 
{ the answers to three major questions: First, is the deficit not a danger 
{ to our prosperity? Secondly, where is the deficit taking us? Will there 
not be a day of reckoning when the national debt has to be paid and 
} we will not be able to pay it and so we go bankrupt? And, finally, what 
} ought our policy to be with respect to the deficit? Where is it going? 
| Hagen, here we are in a period of prosperity; why should we not 
} balance the budget now? 


+ Mkr. Hacen: Because if we balanced the budget now, I believe that 
‘we would have at least eight million unemployed in place of our pres- 
fent three and a half. 


Mr. Wiu1AMs: Do you agree, Friedman? 


Mr. FriepMan: That is too simple a picture. In 1948 the government 
| was taking in some eight billion dollars more than it was paying out— 
just the opposite of a deficit—and yet we had as full employment as we 
are having now. 

Mr. Wiitiams: Are you saying that the deficit has nothing to do 
with employment? 
Mr. FrrepMan: No. The deficit does have something to do with em- 
ployment, but it is one among a large number of factors. It is hard to 
say exactly what effect the deficit has on employment at any particular 
i time. 
Mr. Wituras: Granted that the trouble of telling how much effect it 
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has, or how, or where it is going to go—how does it affect it at all?} 
It seems to me that running in debt is a curious way to deal with un-j 
employment. | 
Mr. Hacen: This is really very simple. Let us suppose that the federal 
budget were balanced. Then let us suppose that the federal government 
increased its expenditures by five billion dollars, borrowing the mone , 
to do so—that is, creating a deficit. Those five billion dollars of expendi-} 
tures would buy five billion dollars’ worth of goods and services and put} 
men to work; those men would re-spend their income and put othe ! 


men at work. 


Mr. FriepMan: Or else the effect would be to raise prices. 


unemployment, the added purchasing would increase employment. 


Mr. WituraMs: Why do we not pay as we go? Why do we not get} 
taxes to put all these people to work? Let there be government orders 
going to factories and causing the hiring of people; let government] 
orders go to farms to buy grain, and so on; but levy taxes in an amount} 
equal to this, so that we have a balanced budget. Is that not the businesss} 
like way? 

Mr. Hacen: If we did, the taxes would reduce the income whic 
private individuals and businesses have to spend. The governmen 
would spend it. The government would roughly be buying the wes | 
instead of the private individuals, and there would be no increase i 
total demand. But if we increase government spending without in 
creasing taxes, then we increase total demand and create added em) 
ployment—or, if things are already tight, create inflation. 


Mr. Wixtiams: This sounds too good. All you have to do to have ful 
employment is to have the government spend more than it takes in 
You are not for that, are you? 


Mr. Hacrn: Under some circumstances, including those of the presi 
ent, I am. Under other circumstances, no. 


Mr. Witurams: Are you for it, Friedman? 


Mr. Friepman: There are lots of things of which a little at the ripal 
time may be a good thing, provided you can keep it down. But you 
know how taking drugs is—you get addicted to it; and that is the rea 


problem with this too. There are circumstances under which a deficiif 
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is a salutary thing and will promote full employment. The difficulty 
is that you are very likely to overdo it, to keep on having deficits when 
you do not need them, with the result that you do not create employ- 
ment but simply raise prices and produce a long-run inflation. 


1 
i 


Mr. Wituiams: I would like to get on to this problem of how you 
jraise prices. As I get it, Hagen is saying that, when there are people 
funemployed, then you should run a deficit. 


Mr. Hacen: Yes. 


Mr. Witurams: And with this you put these people to work. And 
Friedman is saying that if there is no unemployment, and then you 
run a deficit, the government comes into the market and wants to buy a 
lot of shirts, and automobiles, and gasoline, and everything else with 
che result that, since there are no more things, no more people to put to 
work to produce them, the effect is that all you do is run up the 
jorices. It that right? 


Mk. FriepMan: And all real occasions are usually a mixture of these 
‘wo things which you have quite properly described. Ordinarily you 
jwill have both effects. The government spending will be putting some 
seople to work and, at the same time, raising other prices. 


Mr. Wiurams: This all sounds too good to me. It sounds clever; it 
sounds tricky; it sounds like shenanigans. You run this off in Wash- 
ngton; and everybody is rich; everybody is employed; but it seems to 
me that, just as a matter of moral principle, if nothing else, there is 
fomething wrong with it. There is bound to be a day of reckoning. 
You say that this is going to help employment. Let us turn to this ques- 
ion which I said that I was going to ask. Are we not going to get to 
he place where this debt becomes so big that it has to be paid off, we 
will not have the money to pay it with, and the country goes broke? 


Mr. FrrepMan: In that simple sense we will never get to a day of 
beckoning. We can always pay off the debt by printing pieces of paper 
nd handing them out. That is the way that we have very frequently 
o the past paid a debt, by printing money and using the money to buy 
rack the bonds. 


Mr. Wiztrams: But that is repudiation. 


Mr. FrrepMan: It is one way to repudiate, or it is not repudiation. 
it all depends upon the circumstances. If we create more money to buy 
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back the debt at a time when the country is growing and needs mort 
money to conduct its business, it is a perfectly healthy, normal thing t¢ 
do. On the other hand, if we print money to buy back the debt at a time 
when prices are rising and this promotes inflation, you are quite rig : 
that it is repudiation. | 


Mr. Hacen: Furthermore, there will never, in the normal course o 
events, be an occasion when we will be called upon to pay back thi 
debt. I cannot see any time in the future of the United States wher 
there will not be millions of people and thousands of businesses anxio 
to hold government bonds. They are good assets; and people will b 
glad to buy new issues replacing the old ones. I do not think that th 
situation when we must pay off the debt will ever occur. 


Mr. FriepMan: On the other hand, we must not conceal a real poi . 
here. There may very well be a day of reckoning, not in the sense tha 
we cannot find the pieces of paper to exchange, but in the sense th 
the commitments, which we make toward government expenditur 
and which lead to an increase in the debt, can be met only by inflatio 
by price rises. The real day of reckoning which I see as a danger is , 
runaway inflation. 


Mr. Wixtiams: Let me get back to a simple-minded idea. Are we na 
passing on a terrible burden of debt to our children, to the next generé 
tion, when they have a load of interest to pay? This debt is runnin 
up and up and up. Every year you have to pay interest on it. Will w 
not get to the point where the taxes do not do anything more than p | 
the interest? Is that not a terrible thing? 


Mr. Hacen: No. 
Mr. Wituiams: What? 


Mk. Hacen: Before I explain, I would like to avoid a misconceptio 
There are dangers in the debt, and conceivably we might have inflatiot 
though in practice I think that the danger is much less than Friedma: 
does. But so far as this passing on the burden, notice that when we pat 
on the debt, we also pass on assets to our children and the people w 
now hold the bonds. If we reduce the debt, those people would née 
have any good, sound bonds to pass on to their children. They hay 
less wealth to pass on. There are two sides to the equation, and it ba 
ances out roughly. 
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Mr. Wituiams: Let us see if I get this. There are some people who 
Presumably are going to inherit some bonds or get them somewhere. 
They are the people, in effect, to whom the debt is really owed. 


Mr. Hacen: That is right. 


Mr. Wiruiams: And they are the people who get the benefit of this 
{interest so that we take it out of one group of people, to simplify it, 
} pay it into the government, but all it does is pass it out to somebody 
| else. Is that right? 


Mr. FrrepMan: Right. There is no real passing-on of the burden ex- 
‘cept, again, in so far as the mishandling of the debt in some way may 


economic system which we pass on to our children. We cannot pass a 
debt, which we owe to some of us, on to the rest of us. 


| Mr. Wixuiams: There is another aspect of this, though. We get to a 
| situation where if we take the doctrine which I think you are putting 
out here, we get to the place where it becomes easy to justify any kind 
of government waste, any kind of a boondoggle, any kind of invasion 
by the government into private enterprise. Why should the government 
not do anything? Why should people not sit around and loaf, because, 
after all, all it is doing is running up a deficit, and a deficit is a great 
| thing? How do you check that? 


Mr. Hacen: I do not think that either of us would agree that, in the 
| abstract, the deficit is a great thing. But this is a serious problem. How 
do we maintain efficiency in government? 


Mr. Wiiutams: How do you? 


Mr. FrrepMan: The real function of the abhorrence of the deficit is, 
I think, the one which you have just mentioned. It is not really the 
avoidance of the debt, but it is rather providing some check, some 
means of controlling the legislators, the administrators, the government, 
-and so on, to make it clear to them, and to give them a standard to 
judge the worth-whileness of any particular government expenditure. 

When Congress recognizes that if it is going to spend another billion 
\ dollars, it has to raise taxes by a billion dollars, that really means that 
\they have to think twice before they spend the money. 


Mr. WituraMs: This is the most curious recommendation. Do you 
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wrong reason—namely, the desire to balance the budget, when, if the 
succeeded in balancing the budget, it might be a bad thing. But yo 
ought to give them this wrong reason to keep them from doing wors 
things. 

Mr. FriepMan: It is not a wrong reason. The point is that there ar : 
different circumstances at different times, and the same thing has effects| 
in different directions. As we said before, at some times, a deficit ma j 
have the effect of enabling people to be employed who would not other: 
wise be employed. At other times it will have the effect, solely, of rais;} 
ing prices, which is the way in which goods are taken away from pri} 
vate consumers and used for government purposes. And this secon 
reason is the right reason why government should not extend its ex: 
penditures indefinitely. 


Mr. Hacen: I agree with that. And let me, therefore, suggest what 
is the right principle for governing congressional action, rather thar} 
the simple one of balancing the budget, which sometimes is wrong 
The principle is this: Whenever unemployment is low, let us say whe 
unemployment is between two and a half million and five million, any 
increase in expenditures should be matched by an increase in taxes 
any decrease in taxes should be matched by a decrease in expenditures 
If unemployment is higher than that, then a decrease in taxes withou 
change in expenditures will be desirable—an increase in expenditures 
ion change in taxes will be desirable if the increased expenditures 
are for a coals good purpose. 


Mr. FriepMan: But how do you know whether it is socially good #] 
How do you bring home to the people or to the legislators any measur 
of what is a good thing to do and a bad thing to do? How do you de 
termine it on any expenditures? 


Mr. Hacen: Because there is an alternative. In the circumstance ir} 
which we have unemployment to combat, the alternative is either inj 
creased expenditures or decreased taxes. The alternative is: Is spending| 
a billion dollars by the federal government for this better than leaving 
people a billion dollars to spend as they individually choose? That i 
what really needs to be balanced in the minds of Congress. 


Mr. Witutams: It seems to me that there is another alternative to thi 
I would like to know what you think of it. Let us suppose that we wer 
to say that the government ought to use good sense, intelligence, an¢ 
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) integrity—just like anybody else—in deciding what to spend. Intelli- 
gence would suggest that government ought to stay out of business; 
that it ought to quit spending a lot of money, for example, to control 
prices and tinker up the free-price system. 


Mr. FrrepMan: You need something more than vague generalities in 
| order to be able to have an effective control over any administrative 
| body. Let us suppose that you told a businessman that he should just 
} spend money without regard to how much he has to spend or where it 
is coming from, provided that he spends it intelligently, and with in- 
j tegrity, and what was that other word you used, Williams? 


Mr. Wixtiams: I do not remember what else I used, but you would 
agree with me that there is a lot of government spending which is 
going on which ought not to go on. 


Mr. FriepMan: I certainly agree. Of course, that means not only that 
} you could eliminate the deficit by reducing those expenditures, but you 
| could eliminate taxes as well. Then we face the question of whether we 
ought to eliminate those expenditures along with taxes, or ought we to 
| reduce the expenditures and cut out the deficit. 


Mr. Wixuras: The point which I am trying to make is that there is 
| a good reason, quite apart from the matter of deficit or balancing the 
budget, why the government ought to follow a sensible policy in its 
activities. 


Mr. FriepMan: But unless you spell out “sensible,” you have not 
ireally given any control. Everybody at all times can think of good 
things which people ought to do. All of us know things which we 
would like to have the government doing which it is not doing now. 
The question is: Is it worth the cost? ; 


Mr. Witurams: What you are saying, then, is that the desire to bal- 
ance the budget serves as a kind of lever to keep things in bounds. 


_ Mr. Hacen: Let me suggest that I have spelled out what seems a 
much more sensible rule. In times of major unemployment you balance 
the alternative of cutting taxes as against increasing expenditures. In 
times of tight employment, if you increase expenditures, you must also 
increase taxes. You have a sharp alternative in either case other than 


the budget balance—one which leads to bad results in some cases. 


i 


- Mr. FriepMan: The trouble is that when you open the door to these 
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vague rules of judgment, it is going to be extremely hard to enforce! 

them even-handedly both ways. Everybody will be very ready to jump} 
to the conclusion that this is the time to cut the taxes, but*when, in your} 
view, you have rising income and full employment, are they going to be 
equally ready to say, “This is the time to increase taxes and to cut out} 
some of those expenditures which we decided on a year or two before” ?? 


Mr. Witurams: But, if you are right, Friedman, that all you have tol 
do to pay off the debt is to print paper, and I like the idea, I am very] 
intrigued by the idea that you get rid of the debt by printing this paper.] 
It may be a kind of a debt in that money is a kind of a debt, but youy 
do not have to pay any interest on it. Now, if all that is true, is not th 
moral force of the desire to balance the budget going to be shot, an 
are you not then going to be in a place Gee everything goes? 


Mr. FrrepMan: I did not say that we ought to pay off the debt by| 
printing money currently. I said that we Beale always do it that way, 
but if we did so at any moment in time, that would mean typically tha 
we would be opening the road to large increases in prices, to inflation,} 
and to all the unfortunate social consequences which it entails. It is} 
precisely because it serves as one important check on the prevention o 
inflation that the principle of the balanced budget serves an re: 
social role. I may say that I think that that is extremely important at 
present in view of the strong pressure on the part of many groups for| 
government expenditures, so that my own expectation is that the neq 
twenty years will see in this country a substantial inflation. | 


Mr. Wirtiams: Let us see where we are. We are at the point wher¢ 
I take it that it is clear that a deficit—that is, the spending by the gov; 
ernment of more than it takes in—has an effect in the direction of inj 
creasing employment, assuming that there are unemployed people to bd 
employed and assuming other things are equal. 

Then we have discussed the matter of inflation, the dangers of runnin 
a deficit; we see, on the other side, that you can go too far with this anq| 
you can get into trouble. You have no curb on the government’s going 
wild and producing an inflation, perhaps producing waste and ine 
ciency and invading activities in which the government is not effectiv¢ 
and should stay out of. 

What do you propose as a national policy to steer between the d 
sirable effect of a deficit on employment, on the one hand, and the un 
desirable dangers of the deficit, on the other? 


} 
| 
j 
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Mr. Hacen: You are looking at me, Williams, but I have really stated 
my policy, and I suspect that Friedman’s statement has misrepresented 
his. I do not believe that he believes in a balanced budget, year by year. 
I may say, therefore, that I do not think that his balanced budget checks 
inefhciency. 


Mr. Wirtiams: Let us get your policy straight. 


Mr. Hacen: My policy is whenever unemployment is less than five 
million, when we are close to a full-employment ceiling, then any in- 
jcrease in government expenditures must be balanced by an increase in 
taxes; and any cut in taxes should be balanced by a decrease in expendi- 
‘tures. But when we have over five million unemployed, we must do 
something to stimulate the economy. We should then choose between 
increasing expenditures and cutting taxes in order to increase the deficit. 


Mk. FrizpMan: By how much? 
* Mr. Hacen: I would say, as a rule of thumb, that a change in the 
deficit of one billion dollars changes employment by about one million 
people. So that if we have unemployment of, let us say, seven million, 
jand I say that I want to cut it to around four, I would want to increase 
the deficit by three billion dollars, choosing whether to cut taxes so as to 
leave individuals more money to spend or whether to increase social 


services. 


Mr. Witttams: So that whenever unemployment rises to somewhere 
above five million, you would start in with more and more deficit fi- 
nancing, at the ratio of about one billion of deficit for every one million 
unemployed, to trim the thing back? 


Mr. Hacen: Assuming that we have previously set all the other meas- 
ures as advantageously as we can. We ought to have easy money condi- 
tions. We ought to have conditions favorable for private business activity. 
With conditions set that way, if we continue to have the unemployment, 
then the deficit is our remaining and our major tool. 


Mr. FriepMan: My objection to your policy, Hagen, will show why 
want to have a different policy. My objection is that it is likely to oper- 
ate one way only. Everybody will be agreeable to expanding expendi- 
tures or reducing taxes when unemployment gets large. No one is going 
to be willing to reimpose taxes or reduce expenditures when unemploy- 
ent gets smaller, so that, in effect, your proposal is a proposal that we 
have long-run inflation, as it would work out. 
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My alternative would be that we ought to set tax rates and expendi- 
tures and keep them set at a level at which we would roughly balance: 
the budget if things went pretty well. Then, if it turned out things went 
better a we Sipcetedl we would tend to have a surplus without doing} 
anything at all. 


Mr. Wituiams: And pay off some of the debt. 


Mr. FriepMan: Pay off some of the debt, because, as economic con; 
ditions get better, government tax receipts would go up and expenditures 
would stay about the same. On the other hand, if things tended to get| 
bad, if government income tended to fall as oe grew, that 
would automatically produce a deficit, because tax receipts would ga} 
down faster, and expenditures in fact might go up because of unem)} 
ployment payments, and things like that. In that way it seems to mé 
that you could get the benefit of the stabilizing effect of these alternate| 
deficits and surpluses without running into the danger of opening the 
road to long-run, one-way inflation. 


Mr. Witutams: Hagen, what about it? | 


Mr. Hacen: Notice that that policy does not commit any member 0} 
Congress or any member of any administration to a balanced budge} 
at any given time and therefore opens the road for spending withou 
taxing, I would say, fully as easily as the policy which I have proposed 
When there is a surplus, in boom times, nothing is easier for a congress¥ 

| 


operate. 


Mr. FrrepMan: The fundamental difference between your proposal 
and mine is that, at all times, my proposal would call for an increas} 
in government tax levies when there is an increase in expenditures e 
acted by Congress, while yours would say, “Sometimes when govern 
ment enacts more expenditures, it should enact more taxes; sometime} 
it should not.” 

Hence, I think that my proposal would provide an effective check ti 
government extravagance. 
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) Mr. Wituras: Your proposal, Friedman, is that we set a constant rate 
bof taxes? 


Mr. FrrepMan: Correct. 


Mr. WixuiaMs: And that we set a constant rate of government ex- 
penditure? 


Mk. FriepMan: Right. 


Mr. WituraMs: Then when business gets good, taxes which are paid in 

will go up, and we will have a surplus—we will take in more than we 
tspend. On the other hand, if things get bad, taxes will go down, and we 
Fwill have a deficit. This will tend in the direction of increasing employ- 
}ment. 
Do you really think that it is possible to stabilize the level of govern- 
/ment expenditures, mindful of the conditions of the world today? If we 
}get the notion that we need a bigger defense establishment on account of 
Russia, will we not just have to peas more money? Are you not living 
in a world of dreams? 


Mk. FriepMan: It is not a world of dreams. It is an oversimplified 
jstatement of the position. What I am saying is that we should not change 
tax rates; we should not change expenditures in order to affect unem- 
ployment. If other things come along, like new defense needs, by all 
means, let us change expenditures; but, when we do so, let us, at the 
same time, change taxes; let us adopt the rule that we will always re- 
uire additional tax rates for additional expenditures. 


Mr. Hacen: May I suggest that Friedman’s rule would be a fine one 
-£ we could always depend upon unemployment to stay within, let us 
say, two and a half million to five million under those conditions; but 
hat if unemployment gets greater than that, we promptly must aban- 
Jon the rule or accept a minor or a major depression as the normal way, 
|which I think is very undesirable. Let us take the present, for example. 
With a conventional budget deficit of about six billion dollars, we have 
|hree and a half million unemployed. At three and a half million unem- 
ployed, I would judge, under Friedman’s rule, we should have roughly 
i. balanced budget, but if we balanced it now, I think that we would 
have at least eight million unemployed. The rule breaks down when- 
‘ver we have a serious lack of demand. 


Mr. Wixttas: Let me ask Friedman what would happen if we were 
0 balance the budget right now? 
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Mr. FriepMan: Hagen’s prediction, I think, would turn out to be com- | 
pletely wrong. I think that it would be possible to balance the budget | 
and, along with this, adopt other policies which would enable us to have: 
essentially the same level of employment which we have now with a1 
roughly balanced budget. Everything would depend upon what expendi-} 
tures we cut, what other policies we follow, and so on. Indeed, it is just} 
because it is so difficult to predict what the consequence of one action or] 
another action will be that I think that one has to steer clear of these 
proposals like Hagen’s, which require the use of a great deal of dis-] 
cretion and arbitrary judgment. 


Mr. Hacen: If I thought that changes in other policies would raise: 
the level of employment with a balanced budget, I would agree with 
Friedman. I think other policies, easy money, for instance, is here now, 
so that other measures will not do it. That is the basic judgmen 
difference. 


Mr. WixiraMs: We are at the point where we agree, I take it, that th 
deficit is a factor in producing employment but that there are danger 
of inflation particularly and dangers of mishandling it. Hagen’s propo 
sal that we use the deficit as a weapon to combat unemployment sug 
gests that, when the number of unemployed passes five million, w | 
ought to increase the deficit by about one billion dollars for every one 
million additional unemployed. Friedman, on the other hand, proposes} 
that the government policy of taxation and expenditures be stabilized 
and held constant, so that automatically when business declines tax 
receipts would decline, thus creating a deficit and stimulating employ, 
ment. Friedman would have this operate automatically by a pre: 
arranged policy rather than by taking specific action as specific circum] 
stances arise. Friedman adds that, to the extent unanticipated expendij 
tures become necessary, we ought then to add taxes so as to keep 4] 
balance at a more or less constant level. 


» ALTHOUGH our economic system 
.accords a dominant role to private 
enterprise, Government  expendi- 
tures and receipts have now reached 
a scale that make them crucially im- 
portant factors in our national wel- 
fare. In 1949, with a gross national 
| production of $250,000,000,000, the 
Federal Government is spending 
+more than $40,000,000,000, while 
Federal, State, and local govern- 
} ments together are spending around 
$60,000,000,000. 

Government programs of this size 
smake it more than ever desirable 
that every dollar of Government ex- 
penditures be used as efficiently as 
4 possible. We are not rich enough to 
} afford waste of resources by govern- 
} ment any more than by anyone else. 
It is equally important that the 
| expenditure and revenue programs 
{of government, in their formulation 
and execution, be consistent with 
‘the progress and stability of the pri- 


}vate economy. The fiscal policy of 


TT 
ti 


positive contributions to the main- 
‘tenance of high levels of employ- 


ment Printing Office, 1949). 
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FEDERAL EXPENDITURE AND REVENUE POLICY 
FOR ECONOMIC STABILITY* 


ment and income—the goals de- 
clared in the Employment Act of 
1946 to be a national objective. 

Government affects business 
through both sides of its budget. 
Payments to Government employees, 
bondholders, veterans, the aged, and 
the needy all constitute income that 
can be used to buy consumption 
goods from business; Government 
procurement affords a direct market 
for business. On the other side of the 
budget, taxes capture funds that 
consumers might have spent or that 
business firms might have invested 
in improved facilities. Taken by 
themselves, tax collections tend to 
shrink the market of private busi- 
ness, contract employment, and low- 
er prices; just as, taken by them- 
selves, Government expenditures 
tend to expand the market for busi- 
ness, increase employment, or raise 
prices. 

It is not only the size of revenue 
and expenditure that counts; their 
composition must also be considered 
in any appraisal of the effects of 
Government policy. The economic 
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Economic Association; J. Kenneth Galbraith, Harvard University; James K. Hall, Univer- 
sity of Washington; Albert G. Hart, Columbia University; Clarence Heer, University of 
North Carolina; E. A. Kincaid, University of Virginia; Simeon E. Leland, dean of the Col- 
lege of Liberal Arts, Northwestern University; Paul A. Samuelson, Massachusetts Insti- 
tute of Technology; Lawrence H. Seltzer, Wayne University; Arthur Smithies, Harvard Uni- 
versity; Tipton R. Snavely, University of Virginia; H. Christian Sonne, chairman of the 
board of trustees, National Planning Association; Jacob Viner, Princeton University; 
Donald H. Wallace, Princeton University. This report was presented to the Joint Congres- 
sional Committee on the Economic Report, September 23, 1949 (Washington: Govern- 
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effects of a billion dollars collected 
in the form of income taxes will be 
different from those of a billion dol- 
lars collected in excise taxes. Spend- 
ing to build roads may stimulate 
private investment in automobiles, 
trucks, and garages; there are other 
forms of expenditure that may have 
adverse effects on private invest- 
ment. Rationally or irrationally, 
Government spending and taxing 
may greatly affect the climate within 
which families and businesses make 
their decisions. 

The traditional goal of fiscal pol- 
icy was to secure a balanced budget 
in every single year. But that objec- 
tive has now proved impracticable 
and, besides, has serious disadvan- 
tages in principle. There is not even 
a clear or unique concept of “budg- 
et” to which the requirement of 
balance could be applied. For in- 
stance, in the regular budget, book- 
keeping transfers to the social se- 
curity trust account are classified as 
expenditures. As a result of this, that 
budget may show a deficit at a time 
when the cash budget shows an ex- 
cess of receipts over outgo. But even 
the cash budget may not be ade- 
quate to portray the effects of fiscal 
policy; taxes may have their impact 
when tax liabilities are incurred 
rather than when payment is made; 
purchases may have their impact 
when contracts are entered into 
rather than when disbursements are 
made. However, where a_ single 
budget concept is used in economic 
analysis bearing on stabilization 


policy we prefer the cash budget to 
any available alternative. | 

Compared to the full span of the 
business cycle, a year is a short) 
period of time. To insist upon a 
balance in every single year is cer- 
tainly undesirable and to attain it is | 
probably impossible. To attempt to 
raise tax rates every time there is a 
decrease in national income will } 
only result in discouraging private 
consumption and investment at a 
time when these are most in need of | 
expansion; on the other hand, to try 
to eliminate a tax surplus by cutting | 
tax rates or expanding Government | 
activities would serve to increase in- } 
flationary pressures at a time when 
they are already acute. 

If the budget were balanced in 
good years as well as bad, there 
would have to be either big fluctua- } 
tions in expenditure programs or } 
severe and perverse changes in tax) 
rates. To vary expenditures in this } 
manner would disrupt the essential } 
services provided by government. } 
Applied to military expenditures, it |} 
would mean a large defense pro- 
gram in boom years and a small de-} 
fense program in depression years., 
This is both ineffective and wasteful. 
Government would be increasing its }} 
employment of resources when they) 
were scarce and cutting down on} 
their use when they were abundant., 
This, of course, would aggravate the] 
fluctuations in private business. : 

Annual budget balancing is, thus, |} 
both difficult in practice and un-|! 
sound in principle. But one greati]| 
merit it does have: It provides a) 


yardstick by which legislators and 
the people can scrutinize each activ- 
ity of government, testing it both for 
efficiency of operation and for its 
worthwhileness in terms of cost. 
Every Government program under- 
taken has to be paid for in a clear 
and unequivocal sense. The legisla- 
ture and the Executive are required 
to justify additional taxes equal to 
the cost of any new program. This 
is a principle every citizen can un- 
derstand. If dropping the principle 
of annual budget-balancing were to 
mean dropping all restraints to un- 
bvise and inefficient expenditure, 
rave damage would be done to our 
leconomic and political system. 

| Were expenditures divorced en- 
jirely from the need for taxation, 
political opposition to extension of 
the Government’s expenditure pro- 
srams would largely disappear. The 


scale on which the public sector ab- 


vhat was really desired by the 
eople as a whole; sooner or later 
e country would find itself in a 
tate of chronic inflation. Such in- 
lation is a sign of weak government 
nd comes from eagerness to spend 
‘|vithout a willingness to tax. Accord- 
agly, other general principles, other 
abits of thought and of action must 
‘e set forward to insure the stand- 
rds of judgment and the self-disci- 
line of Government’s activities and 
9 do better what the principle of 
nnual budget policy attempted— 
aough imperfectly—to accomplish. 
Experience shows that business 
tivity has its ups and downs. 
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There is thus a strong case for coun- 
tercyclical fiscal action—surpluses in 
good times and deficits in bad. If we 
do not adopt such a policy delib- 
erately we are likely to be forced 
into an imperfect version of it 
through the pressure of events. One 
of the major questions for the future 
is how such a policy can be adminis- 
tered with the restraint and efficien- 
cy that is supposed to be achieved 
through the balanced budget rule. If 
a flexible policy is to win acceptance, 
it must not be used as an excuse to 
introduce expenditure or tax pro- 
grams that cannot be justified on 
their merits. Boondoggling should 
have no place in a rational fiscal 
program. 

We doubt whether it would be 
possible, or even desirable, to rely 
exclusively on fiscal action to offset 
fluctuations in private business. That 
course could easily involve changes 
of impractical magnitudes in taxes 
and expenditures; it would mean 
placing excessive reliance on one 
measure for achieving economic 
stability and growth; it would in- 
volve problems in forecasting be- 
yond the reach of present knowledge 
and techniques. 

We can, however, reasonably ex- 
pect that the budget be formulated 
in the light of economic judgment 
available that takes full account of 
the actual course of events and 
should contribute to economic stabil- 
ity rather than aggravate instability. 
In view of uncertainties, part of the 
planning process should be prepara- 
tion for quick adaptation of fiscal 
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operation to changing circumstances. 
Certain automatic devices for bring- 
ing remedial forces quickly into play 
are in a stage where they deserve 
consideration. 

When the economy is prosperous 
and stable and there is no clear-cut 
reason to expect a change in any 
particular direction, the objective of 
policy should be to adapt the budget 
to changes in the Government's re- 
quirements but to leave its economic 
impact on total employment and 
purchasing power unchanged. This 
could be approximately achieved if 
newly planned increases or decreases 
in expenditures were to be matched 
with corresponding changes in 
planned tax receipts. The net ex- 
pansionary or contractionary effect 
of the budget would then remain 
roughly the same. Thus, in condi- 
tions of continued prosperity, a 
modified version of the balanced- 
budget rule could be used as a 
guide: Taxes should grow or shrink 
corresponding to desired changes in 
expenditures. Thus, proposed in- 
creases in expenditures would be ex- 
posed to the traditional test of 
whether they are worth their cost in 
terms of taxes. 

However, if recent events and the 
outlook for the near future pointed, 
on balance, toward unemployment 
and deflation in the private sector 
of the economy, then budgetary 
changes should be made in the di- 
rection of producing a moderately 
expansionary effect. New Govern- 
ment expenditure programs should 
still be considered on their merits, 
but the additional taxation that in 


| 
| 


prosperous times would accompan : 
them should now be deferred. Taxes} 
that are deferred in these circum- 
stances should be put into effect as 
soon as that can be done without 
impeding recovery. There should be 
no delay in making the tax reduc- 
tions warranted by any reductions in 
Government expenditures; and if ex: 
penditure requirements are expected) 
to decline in the future, anticipatory 
tax reductions could be enacted. 
On the other hand, if the weigh 
of the evidence appeared to be on 
the inflationary side, the opposite 
policy should be followed. The rule 
that increased expenditures shoul 
be accompanied by increased tax 
yields should be rigidly followed: 
Tax reductions that would normally 
be in order should be deferred; anc 
tax increases should anticipate ex 
pected increases in expenditures. | 
Where there is a definite expecta 
tion, justified by events, of seriou! 
recession or inflation, more strenuouj i 
fiscal measures would be called for 
and the policies described abov¢| 
should be supplemented by emen 


gency fiscal action. | 


In the event of severe recession, if 
is not only politically necessary, b | 
economically desirable to providi 
additional employment projects tha 
can be started and ended quickly} 
Temporary tax relief should b 
given in order to stimulate priva 
spendin and employment. Othe 
incentives for private investment 
such as guaranties, should be co 
sidered. There can be no social af 
economic jusitfication for allowin} 
mass unemployment to persist fal 


Betcnded periods at a time when 
jthere is abundant need for roads, 
}schools, hospitals, and other useful 
| Objects of public expenditures, How- 
\€ver, we recognize that there are 
| difficult questions of extent and tim- 
\ing connected with any such pro- 
{gram. An overambitious Govern- 
}Ment program may impede the 
ourse of recovery in the private sec- 
\tors of the economy by dislocating 
}resources and delaying needed price 
adjustments. On the other hand, a 
} program that was overcautious could 
jmeedlessly fail to advance recovery 
iby not stimulating the demand for 
ithe products of private industry. 
{Much skill and judgment are re- 
quired to move from depression to 


jon the private economy, unaided by 
{Government action, to perform that 
itask. The Government must not 
\shirk the responsibility placed on it 
|by the Employment Act, and fiscal 
IBbticy is one of the most promising 
instruments it possesses. 

|| On any occasion when serious in- 
jflation is in prospect, emergency 


\sxpenditures and increase taxation. 
Wartime and postwar experience 


\provides convincing evidence that 


the political obstacles to a fiscal 
Be adequate to combat inflation 
|ire so great that there is little prac- 
ical danger of going too far. The 
jurvival of a relatively free and 
|itable price system depends heavily 
yp our willingness to fight inflation 
oy fiscal methods. 

| A policy that helps to maintain 
|itable prosperity will be no more 


jstable prosperity. We must not rely 
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likely in practice to result in an up- 
ward trend in the national debt than 
one that does not. The course of 
events may in fact be such that 
stabilization requires steady reduc- 
tion in the debt. Budgeting sur- 
pluses to fight inflation will provide 
for the reduction of the public debt 
in a helpful rather than a painful 
fashion. Surpluses are not feasible in 
times of depression. They are desir- 
able where the private economy is 
strong enough for the Government 
to tax more than it spends without 
causing unemployment. The private 
economy is not likely to possess this 
strength if Government policies ag- 
gravate rather than offset business 
fluctuations. 

While we consider these guides 
for budget policy essential to a sta- 
bilization program, the annual budg- 
et cannot, in the nature of things, 
be based on precise forecasts; nor 
can it be expected to compensate for 
sudden and short-run fluctuations in 
business that occur within the period 
of its operation. Even though the 
budget can and should be amended 
in the light of changing circum- 
stances, the legislative process is nec- 
essarily too cumbersome to make 


delicately timed adjustments in fis- 


cal policy. Therefore, we consider 
whether further flexibility can be 
achieved by two devices which may 
be called “automatic flexibility” and 
“formula flexibility.” 

“Automatic flexibility’ means a 
tax system such that revenue under 
a given set of tax rates will fall 
sharply if unemployment develops, 
and rise sharply in the opposite case 
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of inflation; and expenditure pro- 
grams under: which increased out- 
lays arise from increased unemploy- 
ment. 

“Formula flexibility” means a sys- 
tem under which preannounced tax 
cuts and upward revisions of spend- 
ing programs will come into force if 
unemployment exceeds a certain 
figure or production falls below a 
certain level, and  preannounced 
changes in the opposite direction if 
price indexes rise at more than a 
certain speed. 

Automatic flexibility is exempli- 
fied by the unemployment compen- 
sation system. If unemployment in- 
creases, employers’ contributions at 
once decline, while the unemployed 
begin almost immediately to draw 
more in benefits. Thus the Gov- 
ernment finds itself automatically 
taking less money out of the public’s 
pockets and putting more in. 

There are now many such flexible 
elements in Federal taxes and reve- 
nues, and they have greatly increased 
in importance with the growth of 
the budget. Besides the unemploy- 
ment compensation system, there is, 
for example, substantial automatic 
flexibility i in personal- and corporate- 
income taxes. 

Automatic flexibility can slow 
down and perhaps halt a decline 
of activity or a rise of prices; it can 
give time for restorative forces to 
come into play, but it will not, by 
itself, pull activity back to a full- 
employment level or restore prices 
to a pre-inflation level. 

We icel strongly that the existing 
automatic flexibility makes an‘ im- 
portant contribution to economic 
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stability, which honld: ‘not pt frit: 


tered away, as it would be, for ine 
stance, by rigid application of the — 


annual-balanced-budget rule. But we 


do not believe it prudent for policy — 


to regard automatic flexibility as 


more than a first line of defense; — 


more must be done to cope with 
serious economic fluctuations. 


The enactment by Congress of — 


rules under which tax rates, and 
perhaps of rules under which ex- 
penditure programs, will shift in 
certain contingencies specified in ad- 


vance is a possibility that deserves . 


further exploration. For example, 
the period during which unem- 


ployed workers can draw unem- 


ployment compensation might be 
extended according to a flexible 
schedule based on the volume of 
unemployment. The withholding 
rate under the personal-income tax 
for any calendar quarter might rise 
by a stated amount above a standard 
rate whenever, say, the index of re- 
tail prices has increased by over a 
certain amount in the preceding 


6 months. The withholding rate 


might be lowered whenever stand- 


ard indexes of production and em- | 


ployment drop below stated levels 
or trends. 


The question of formula flexi- | 
bility shades off into the question | 
of granting to the Executive wider | 
_ discretionary authority than it now | 
possesses to initiate changes in the | 
timing or extent of the fiscal pro- | 
gram. This raises difficult issues of | 
political principle and administra- | 
tion responsibility. We can here do | 
no more than call attention to them. | 


